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The sol e issue for decision is whether a
correction to the inventory nethod enployed by S
corporations owned by certain of the petitioners
constitutes an accounting nethod change that requires
an adjustment pursuant to sec. 481, I.R C.  For periods
ranging from 10 to 20 years, the corporations’
accountant, in applying the |ink-chain, dollar-val ue
met hod of valuing LIFO inventory, omtted a step
requi red by that nethod.

Held: R s revaluations of the corporations’
inventories, to correct for the accountant’s om ssions,
constituted changes in a nethod of accounting enpl oyed by
the corporations, requiring adjustnents pursuant to sec.

481, |.R C., to prevent anmounts of incone frombeing omtted
sol ely on account of the changes.

! Cases of the follow ng petitioners are consolidated
herewith: Janes A and Dorothy A Patterson, docket No. 2846-04;
Douglas M and Kinberlee H Wl ford, docket No. 2847-04; and Nei
A. and Ethel M Huffnman, docket No. 2848-04.



Charl es Fassler, Mark F. Sommer, Jennifer S. Snmart, and

Brett S. Gunml aw, for petitioners.

Mark D. Eblen, for respondent.

OPI NI ON

HALPERN, Judge: These cases have been consolidated for
purposes of trial, briefing, and opinion. By notices of
deficiency dated Decenber 19, 2003 (the notices), respondent
determ ned deficiencies in Federal incone taxes as follows:

Taxabl e (Cal endar) Year

Defi ci ency
Petitioners (Husband and Wfe) 1997 1998 1999
Dow A. and Sandra E. Huf f man -- $36, 757 $9, 413
Janes A. and Dorothy A Patterson -- 35, 542 --
Douglas M and Kinberlee H Wl ford -- 33, 422 1, 966
Neil A. and Ethel M Huffnman $131, 408 535, 065 304, 033

Petitioners have conceded sone of the adjustnents nmade by
respondent that give rise to the deficiencies in question, and
ot her adjustnents are nerely conputational and do not require our
attention. The sole issue for decision is whether a correction
to the inventory nethod enpl oyed by corporations owned by certain
of the petitioners constitutes an accounting nmethod change that
requi res an adjustnent pursuant to section 481 of the Internal

Revenue Code of 1986, as anended and in effect for the years in



i ssue. 2

Sone facts have been stipulated and are so found. The
stipulation of facts, with acconpanying exhibits, is incorporated
herein by this reference. W need find few facts in addition to
those stipul ated and shall not, therefore, separately set forth
our findings of fact. W shall nmake additional findings of fact
as we proceed.

Backgr ound

Al'l petitioners except for James A and Dorothy A. Patterson
resided in Kentucky at the tinme they filed their respective
petitions. The Pattersons resided in Florida at the tine they
filed their petition.

The Huf f man Gr oup

The Huf fman group of corporations (Huffman group) consists
of four nenbers (sonetines, the nenbers): Neil Huffnman N ssan,
Inc. (Nissan); Neil Huffman Vol kswagen, Inc. (Vol kswagen); Nei
Huf f man Enterprises, Inc., d.b.a. Neil Huffrman Dodge (Dodge); and
Nei | Huffman, Inc., d.b.a. Huffman Chrysler Plynmouth (Chrysler).
The nenbers sell new and used autonobiles in Kentucky. At |east
one of each married pair of petitioners owns stock in one or nore
of the menbers. Each of the nenbers has elected to be treated as

an S corporation under the provisions of section 1361

2 Hereafter, all section references are to the |Internal
Revenue Code of 1986, as anended and in effect for the years in
i ssue.



Use of I nventories

The nmenbers of the Huf fman group all sell nerchandi se (new
and used autonobiles). Each, therefore, conputes its gross
incone fromsales during a year by subtracting fromsal es revenue
the cost of the goods sold. See sec. 1.61-3(a), |Incone Tax Regs.
Because each is a nerchant, each nust al so use inventories and an
accrual nethod of accounting to determ ne the cost of the goods
sold and to match that cost agai nst sales revenue. See secs.
1.471-1 (nmerchants must use inventories) and 1.446-1(c)(2)(i)
(general ly, where inventories necessary, accrual nethod nust be
used with regard to purchases and sal es), Incone Tax Regs. As
expl ai ned by Stephen F. Gertzman (Gertzman) in his treati se,
Federal Tax Accounting, par. 6.02[2], at 6-5 & 6-6, (2d ed. 1993)
(cited hereafter as Gertzman par. _, at ), in the case of a
merchant that sells a | arge nunber of essentially simlar or
fungible itenms, the cost of the goods sold during any period is
conputed in steps, using inventories and an accrual nethod of
accounting, along with various assunptions as to the manner in
whi ch the actual costs incurred in acquiring or producing itens
of inventory are allocated anong the itens so acquired or
produced. To conpute the cost of goods sold during a year, the
steps are as follows: First, the costs of the itens acquired or
produced during the year are aggregated. That total is then

conbined wth the aggregate cost of the itens on hand at the



- 5 -
begi nning of the year to produce the total cost of the goods
avai l able for sale during the year. That last total is then
al l ocated anong itens on hand at the end of the year (cost of
ending inventory) and itens sold during the year (cost of goods
sold). The fornmula for determ ning cost of goods sold is
essentially as foll ows:
Cost of beginning inventory
+ Purchases and other acquisition or production costs
= Cost of the goods available for sale

Cost of ending inventory
= Cost of goods sold

Various cost-flow assunptions are used to allocate the cost
of goods avail able for sale between goods sold during the year
and goods remai ning on hand at the end of year. Two assunptions
generally used for financial accounting and tax purposes are
first-in, first-out (FIFO and last-in, first-out (LIFO.® 1d.
par. 6.08[2], at 6-84. Under FIFO it is assuned that the first
goods acquired or produced are the first goods sold and that the
goods remaining in ending inventory are the | ast goods acquired
or produced. |d. Under LIFQ it is assuned that the | ast goods

acquired or produced are the first goods sold.* [d. W are

® FIFOis authorized by sec. 1.471-2(d), Inconme Tax Regs.
and LIFO is authorized by sec. 472.

4 The follow ng exanple is based on an exanple in Gertznan,
Federal Tax Accounting, par. 7.02, at 7-4 (2d. ed. 1993) (cited
hereafter as Gertzman par. _ , at _ ):

Exanple: Assune that, inits first year of operation, a
(continued. . .)
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concerned here with certain aspects of LIFO

The LI FO Met hod

— I ntroduction

W have said “the overriding purpose of * * * LIFO* * * |s

to match current costs against current incone.” UFE, Inc. V.

Commi ssioner, 92 T.C 1314, 1322 (1989). Gertzman describes the

objective of the LIFO nethod simlarly: “The objective of the

LIFO nethod is to match relatively current costs agai nst current

4(C...continued)
retailer acquires identical products at the following tinmes and
costs:

Dat e Nunber Unit Cost Tot al
Jan. 1 10 $1. 00 $10. 00
Apr. 1 15 1.02 15. 30
July 1 15 1.04 15. 60
Cet. 1 10 1.06 10. 60

50 51.50

Assuming that 12 units remain on hand at the end of the year, it
is necessary to determ ne what portion of the $51.50 aggregate
cost of goods available for sale should be allocated to those 12
units. The balance will be allocated to the 38 units sold and
w Il be deened the cost of goods sold.

Under FIFQO, the ending inventory would be deened to cost
$12. 68 (consisting of a layer of 10 units at $1.06 a unit and a
layer of 2 units at $1.04 a unit). The bal ance of the cost of
goods available for sale, $38.82, would be allocated to the 38
units sold and woul d be deened the cost of goods sol d.

Under LIFO, the ending inventory would be deened to cost
$12.04 (consisting of a layer of 10 units at $1.00 a unit and a
layer of 2 units at $1.02 a unit). The bal ance of the cost of
goods available for sale, $39.46, would be allocated to the 38
units sold and woul d be deened the cost of goods sol d.
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revenues to conpute a neani ngful gross profit.” Gertzman par.
7.02[1], at 7-4. Certzman posits that busi nesses have a
continuing need for a certain |level of inventory, and he
justifies LIFO on the ground that the changing costs associ ated
with maintaining that |evel of inventory should be expensed in
the year incurred. I1d. Gertzman believes that the LIFO

obj ective of matching is achi eved because the costs associ ated

wi th changing prices are generally reflected in the cost of goods
sold. 1d. at 7-5. To the extent so reflected, those costs (when
increasing) are, in effect, treated as deductible expenses.® See
id. Because the LIFO nethod matches current revenues agai nst
relatively current costs, Gertzman views the LIFO nethod of
accounting as producing a “neaningful” or “true” neasure of the
gross profit fromsales for a period. 1d. at 7-4 & 7-5.

For a taxpayer whose endi ng inventory conputed under LIFO
reflects the I ower prices of antecedent purchases (rather than
the higher price of current purchases), the inconme tax advantage
of LIFOis obvious: a reduction in current incone, |eading,
generally, to a reduction in current incone tax. The potenti al

for increased gain on account of the allocation of the | ower

> In the exanple supra in note 4, the use of LIFO instead
of FIFO increased the cost of goods sold by $0.64 (from $38.82 to
$39.46). That $0.64 represents the inflation that had occurred
during the year in the cost of the 12 itens that remai ned on hand
at the end of the year ((10 units x increase in price of $0.06 a
unit) + (2 units x increase in price of $0.02 a unit)).
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costs of antecedent purchases to ending inventory is not
elimnated, however; it is sinply deferred until, in time, there
is aliquidation of the itens to which those | ower costs have
been allocated. See id. at 7-5. The term“LIFO reserve” refers
to the anobunt by which the FIFO value (e.g., the current
repl acenent cost) of inventory exceeds the LIFO value shown in
t he accounting records of the taxpayer. See id. par. 7.03[2], at
7-15.% 1t is a neasure of the potential gain in a store of
inventoried itens on account of the use of the LIFO nethod.

There is nore than one nethod for conputing the value of a
LIFO inventory. 1d. par. 7.04[1], at 7-30. Nevertheless, al
LI FO conput ati onal methods invol ve essentially three
determ nations: (1) The LIFO inventory must be segnented into

groups or “pools” of simlar itens; (2) a determ nation nust be

6 In the exanple supra note 4, assunng LIFO, the LIFO
reserve at the end of the year would be $0.64, cal cul ated as
fol | ows:

FI FO val ue (current replacenent cost)
of ending inventory:

2 units at $1.04 = $2.08
10 units at $1.06 = 10.60
$12. 68
LI FO val ue of ending inventory:
10 units at $1.00 = $10.00
2 units at $1.02 = 2.04
12. 04
Difference (LIFO reserve): 0. 64
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made as to whether there has been a quantitative change in the
i nventory of each pool during the period in question, and (3)
there nust be a determi nation of the manner in which increnments
to (i.e., increases in the quantity of) each pool are to be
valued. [d. W are here concerned nainly with the third of
t hose determ nati ons.

Two basic LI FO conputational nmethods are permtted by the
i ncone tax regul ations: the specific goods nethod, a neasure of
inventory in terns of physical units of individual itens, see
sec. 1.472-2, Incone Tax Regs., and the dollar-value nethod, a
measure of inventory in terns of dollars, see sec. 1.472-8,
| ncone Tax Regs. Each nmethod is designed to make the three
determ nations previously identified. GCertzman par. 7.04[1], at
7-30. W are here concerned with the doll ar-val ue nethod.

— Dol l ar-Value Method of Valuing LIFO I nventories

Gertzman expl ains the doll ar-value nethod as foll ows:

Under the doll ar-val ue nethod, the conmon
denom nator for nmeasuring items within a pool is not
units, such as pounds or yards, but dollars as of a
particular date. Thus, a reduction in the nunber of
inventory items within a pool wll not reduce the LIFO
val ue of the inventory as long as the total inventory
stated in base-year dollars (i.e., the base [year] cost
of the inventory) is not reduced. The base [year] cost
of an itemis generally what the itemcost or would
have cost at the beginning of the year for which LIFO
was first adopted.

Id. par. 7.04[3], at 7-36 (fn. ref. omtted). The dollar-value

method is described simlarly in section 1.472-8(a), |ncone Tax



Regs. ’

" Consider the follow ng exanple of the dollar-val ue
met hod, based on Gertzman par. 7.04[3], at 7-37.

Assunme that T (a manufacturer) began operations a nunber of

years ago

total inventory was thus valued at $0. 40.

with 4 pounds of item A that cost $0.

10 a pound. Its

Nor mal operations

require the taxpayer to purchase and consune 4 pounds of A each
year. The LIFO value of its closing inventory
remai ned $0.40 notwi thstanding that the cost of A increased to
$0.50 a pound in the interim Assune further,
advant ages, an equal quantity of item B may now be used
itemA  The current price of Bis $0.40 a pound, and,
because of the price advantage of B over A ($0.10), T, this year,
purchases 4 pounds of B and consunes its renmaining stock of A
has a base-year cost of $0.10. Under those facts, if T
follows the dollar-value nmethod with a single inventory pool that
includes both itenms A and B, its cost of goods

t echni ca
inlieu of

Like A, B

woul d, thus, have

t hat, because of

sol d and endi ng

inventory will be as foll ows:
Quantitative change in base-year cost of inventory:
Begi nning inventory at base-year cost
(4 pounds of A at $0.10) $0. 40
(0 pounds of B at $0.10) 0.00
0. 40
Endi ng i nventory at base-year cost
(0 pounds of A at $0.10) 0. 00
(4 pounds of B at $0.10) 0. 40
0. 40
I ncrease in inventory cost 0. 00
LI FO val ue of inventory:
Begi nni ng i nventory 0.40
Endi ng i nventory 0.40
Cost of goods sol d:
Begi nni ng i nventory 0.40
Purchases (4 pounds of B at $0.40/1b) 1.60
2.00
Less: Ending inventory 0.40
Cost of goods sold 1.60

(continued. . .)
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Under the dollar-value nethod, once itens have been grouped
into pools, the next step is to determ ne whether there has been
any change in the quantity of dollars invested in the pools over
the year. See CGertznman par. 7.04[3][b], at 7-44. Those changes
are determ ned by conparing the aggregate base-year cost of the
itens in a pool at the beginning of the year to the aggregate
base-year cost of the itens in the pool at the end of the year.
See id. par. 7.04[3][b], at 7-44 to 7-45. If the latter exceeds
the fornmer, there has been an increnent in the pool; if the
former exceeds the latter, there has been a liquidation of all or
part of the pool. Id. par. 7.04[3][b], at 7-45. The base-year
cost of an itemin a pool is the cost of the item (or what would
have been the items cost if it had been added to the pool) as of
the base date. See id. “Base date” is the first day of the

first year for which LIFOis adopted. 1d. A simlar description

(...continued)
LI FO reserve at end of year
Repl acenent cost of ending inventory

(4 pounds of B at $0.40/1b) 1.60
Less: LIFO val ue of ending inventory 0.40
LI FO reserve 1.20

The doll ar-value nethod allowed T to take full advantage of
the current cost of Bin determning its cost of goods sold. By
focusing solely on the change in the dollar value of T s total
inventory investnent, rather than the specific mx of itens
constituting that investnent, the dollar-value nethod allowed T
to liquidate its investnent in A without incurring a tax on past
inflation. The LIFO reserve neasures the potential gain built
into the inventory pool.
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of the procedure for neasuring the change in the size of a pool
is found in section 1.472-8(a), |Incone Tax Regs.

Under any application of the dollar-value nethod, it is
necessary to have a neans for conputing the base-year costs of
the itenms in a pool and for conputing the val ue of any increnment
in, or liquidation of, the pool. Gertzman par. 7.04[3][b], at 7-
45. As stated by the regulations, with respect to an increnent:
“I'n determning the inventory value for a pool, the increnent, if
any, is adjusted for changing unit costs or values by reference
to a percentage, relative to base-year cost, determ ned for the
pool as a whole.” Sec. 1.472-8(a), Incone Tax Regs. Three
met hods for making those conputations are authorized by section
1.472-8(e) (1), Income Tax Regs.: the doubl e-extension nethod, an
i ndex nmethod, and a link-chain nethod. The follow ng Exanpl e
(1), based on an exanple in the regulations illustrating the
doubl e- ext ensi on net hod, 8 shows how all three nmethods work.
Exanple (1) denonstrates the conputation of T's ending inventory
for year 1.

Exanple (1): T elects, beginning with cal endar year 1, to
conpute its inventory by use of the dollar-value LIFO nethod. T
creates Pool No. 1 for items A, B, and C. The conposition of the
inventory for Pool No. 1 at the base date, January 1 of year 1

is as foll ows:

|tens Units Unit Cost Tot al Cost

A 1, 000 $5. 00 $5, 000

8 Sec. 1.472-8(e)(2)(v), Exanple (1), Inconme Tax Regs.
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B 2,000 4.00 8, 000
C 500 2.00 1, 000

Total base year cost, Jan. 1, yr. 1 14, 000

At Decenber 31, year 1, the closing inventory of Pool No. 1
contains 3000 units of A 1,000 units of B, and 500 units of C.
T conputes the current-year cost of the itens maki ng up the pool
by reference to the actual cost of the goods nost recently
purchased. The nobst recent purchases of itens A B, and C are as
fol |l ows:

Quantity Uni t

I tens Pur chase Date Pur chased Cost
A Dec. 15, yr. 1 3, 500 $6. 00
B Dec. 10, yr. 1 2,000 5.00
C Nov. 1, yr. 1 500 2.50

The inventory of Pool No. 1 at Decenber 31, year 1, shown at
base-year and current-year costs is as foll ows:

Dec. 31, yr. 1,

i nventory at Dec. 31, yr. 1,
Jan. 1, yr. 1, i nventory at
base-year cost current-year cost
I[tens Quantity Unit Cost Anmount Unit Cost Anmount
A 3, 000 $5. 00 $15, 000 $6. 00 $18, 000
B 1, 000 4. 00 4, 000 5.00 5, 000
C 500 2.00 1, 000 2.50 1, 250
Total s 20, 000 24, 250

| f the anobunt of the Decenber 31, year 1, inventory at base-
year cost were equal to, or less than, the base-year cost of
$14,000 at January 1, year 1, that anmount woul d be the ending
LI FO i nventory at Decenber 31, year 1. However, since the base-
year cost of the ending LIFO inventory at Decenber 31, year 1
amounts to $20,000, and is in excess of the $14, 000 base-year
cost of the opening inventory for that year, there is a $6, 000
increnment in Pool No. 1 during that year. That increnent nust be
val ued at current-year cost; i.e., nultiplied by the ratio of
$24, 250 to $20, 000 (24, 250/ 20, 000), or 121.25 percent. The LIFO
val ue of the inventory in Pool No. 1 at Decenber 31, year 1, is
$21, 275, conputed as foll ows:



Ratio(as a
per cent age)
Dec. 31, yr. 1 of total
i nventory at current -year Dec. 31, yr. 1,
Jan. 1, yr. 1, cost to total inventory at
base-year cost base-year cost LIFO val ue
Jan. 1, yr. 1,

base cost $14, 000 100. 00% $14, 000

Dec. 31, yr. 1,

i ncr ement 6, 000 121. 25% 7,275
Total s 20, 000 21, 275

The LIFO reserve for Pool No. 1 as of Decenber 31, yr. 1, is
$2, 975, conputed as foll ows:

Dec. 31, yr. 1, inventory at current-year cost $24, 250
Less: LIFO val ue of ending inventory 21, 275
Equal s: LI FO reserve 2,975

— Li nk-Chai n Met hod

Were use of either an index or double-extension nethod is
i npractical or unsuitable due to the nature of the inventory in a
dol | ar-val ue pool, a taxpayer may use a |link-chain nmethod of
conputing the LIFO value of the pool. Sec. 1.472-8(e)(1), I|ncone
Tax Regs. The regulations do not contain any exanpl es that
illustrate the conputational procedures enployed in using a |link-
chain nmethod. Leslie J. Schneider, in his treatise, Federa
| nconme Taxation of Inventories (2006), explains the |ink-chain
met hod as fol |l ows:

[ T] he I'ink-chain method is conparable to the doubl e-

ext ensi on net hod, except that the base year is rolled

forward each year. Thus, instead of conparing the

current-year cost and the base-year cost of each itemin

the ending inventory, under the |ink-chain nethod, the

current-year cost and the preceding year’s cost

(referred to as the items “prior-year cost”) of each
itemare conpared. This conparison is used to conpute a
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one-year index, referred to as the current years’ index.

Each year’s current-year index is nmultiplied (or

“l'inked”) to all preceding year’s [sic] current-year

i ndexes to arrive at a cunul ative price index that

relates back to the taxpayer’s base year.
1 Schnei der, Federal Taxation of Inventories, sec. 14.02[3][b], at
14-100.7 — 100.8 (2006) (fn. refs. omtted).?®

The foll owm ng exanple, Exanple (2), continues the facts of
Exanple (1). It is based on the assunption that, as of the
begi nning of year 1, in addition to electing to conpute its
inventory by use of the dollar-value LIFO nethod, T elected to use
the link-chain nmethod to conpute the base-year and current-year
cost of its inventory pools. Exanple (2) illustrates the
conputation of T's ending inventory for Pool No. 1 for year 2. An
increment in year 2 closing inventory is determned to exist at
base-year costs, and a LIFO value is assigned to that increnent,
using yearly increnents in cost, as shown.

Exanple (2): During year 2, T conpletely disposes of ItemA

and purchases Item D, which is properly includible in Pool No. 1.
T constructs a prior year unit cost for ItemD.

Dec. 31, yr. 2, Dec. 31, yr. 2,
i nventory at i nventory at
prior-year cost current-year cost
I[tens Quantity Unit Cost Anmount Unit Cost Anmount
B 2,000 $5. 00 $10, 000 $6. 00 $12, 000
C 500 2.50 1, 250 3.00 1, 500
D 2,500 6. 00 15, 000 8.00 20, 000
Total s 26, 250 33, 500

® The conputational procedures for the link-chain nethod
are descri bed by the Conm ssioner in Rev. Proc. 97-36, sec.
2.04(1)(c) and (d), 1997-2 C. B. 450, 451.
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(33,500/ 26, 250 = 127.62%

Cumul ati ve i ndex:
Base-year cost of Dec. 31, yr. 2, inventory:

1st year percentage |ink 121. 25%
2nd year percentage |ink 127.62%
Product: chain percentage, Dec. 31, yr. 2, relative

to Jan. 1, yr. 1, base date (121.25% x 127.62% 154. 74%
Base-year cost ($33,500/154.74% $21, 649

The LI FO value of the inventory in Pool No. 1 at Decenber 31,
year 2, is $23,379, conputed as foll ows:

Ratio (as a
per cent age) of
Dec. 31, yr. 2, current-year Dec. 31, yr. 2,

i nventory at cost to | nvent ory at
base-year cost base-year cost LI FO val ue
Jan. 1, yr. 1,
base cost $14, 000 100. 00% $14, 000
Dec. 31, yr. 1,
i ncr ement 6, 000 121. 25% 7,275
Dec. 31, yr. 2,
i ncr ement 1, 649 154. 74% 2,552
Tot al s 21, 649 23, 827

The LIFO reserve for Pool No. 1 as of Decenber 31, yr. 2, is
$9, 673, conmputed as follows:

Dec. 31, yr. 2, inventory at current-year cost $33, 500
Less: LIFO value of ending inventory 23, 827
Equal s: LI FO reserve 9,673

Exanple (3) continues the facts of Exanple (2). At base-year
costs, year 3 closing inventory is |less than year 2 cl osing
inventory, indicating that a |iquidation of inventory has occurred
during year 3. That liquidation is reflected by the elimnation of
the year 2 layer of inventory and a reduction in the year 1 |ayer

of inventory.
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Exanple (3):
Dec. 31, yr. 3, Dec. 31, yr. 3,
i nventory at i nventory at
prior-year cost current-year cost
ltens Quantity Unit Cost Anount Unit Cost Anmount
B 1, 500 $6. 00 $9, 000 $6. 00 $9, 000
C 600 3.00 1, 800 4. 00 2,400
D 2,500 8.00 20, 000 7.00 17,500
Total s 30, 800 28, 900
(28,900/ 30, 800 = 93.83%
Cumul ati ve i ndex:
Base-year cost of Dec. 31, yr. 3, inventory:
1st year percentage |ink 121. 25%
2nd year percentage |ink 127.62%
3rd year percentage |ink 93. 83%
Product: Chain percentage, Dec. 31, yr. 3,
relative to Jan. 1, yr. 1, base date
(121.25% x 127.62% x 93. 83% 145. 19%
Base-year cost ($28,900/145.19% $19, 905

The LI FO value of the inventory in Pool No. 1 a
3, is $21,161, conputed as foll ows:

t Decenber 31,

Rati o of

Dec. 31, yr. 3, current-year Dec. 31, yr. 3,
i nventory at cost to i nventory at
base-year cost base-year cost LI FO val ue

Jan. 1, yr. 1,

base cost $14, 000 100. 00% $14, 000

Dec. 31, yr. 1,

i ncrenent 5,905 121. 25% 7,160

Total s 19, 905 21, 160

The LI FO reserve for Pool No. 1 as of Decenber

$9, 739, conputed as foll ows:

Dec. 31, yr. 3, inventory at current-year cost
Less: LIFO value of ending inventory
Equal s: LI FO reserve

— Preconditions to Use of LIFO Method

Use of the LIFO nethod for inconme tax purposes

31, yr. 3, is

$28, 900
21,161
7,740

i s dependent on
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certain conditions being satisfied and a proper election to adopt
and use the nethod being nade. See sec. 472(a), (c); 1.472-3,

| ncone Tax Regs. (“Tinme and manner of neking election.”).

Huf f man G- oup El ecti ons

The parties have stipulated that, prior to the tax years at
i ssue, each nmenber of the Huffman group filed an election to use
the |ink-chain, dollar-value LIFO inventory nmethod (the |ink-chain
nmet hod) . The parties have further stipulated that those el ections
were effective for the nmenbers as of the close of their taxable
years ending as follows: N ssan, June 30, 1979; Vol kswagen, Dec.
31, 1979; Dodge and Chrysler, Dec. 31, 1989.

The Accountant’s Met hod

The Huf fman group enpl oyed an accountant (the accountant) to
conpute the values of the respective inventories of each nmenber
using the link-chain nethod. The accountant was consistent in his
met hod (the accountant’s nethod) of meking those conputations each

year, for each nenber, beginning with the year of each nenber for

10 The parties have attached docunentation to the
stipulation of facts evidencing those elections. The
docunentation is inconsistent with the described elections with
respect to (1) Neil Huffman Enterprises, Inc., d.b.a. Nei
Huf f man Dodge, and (2) Neil Huffman, Inc., d.b.a. Huffman
Chrysler Plymouth, in that it indicates that those corporations
el ected to adopt “an index nethod as provided in [sec. 1.472-
8(e)(1), Incone Tax Regs., * * * which] will be devel oped by
doubl e extending * * * a representative portion of inventory at

begi nning of year cost and current cost.” Such an index nethod
is distinct fromthe |Iink-chain nmethod purportedly adopted. W
address the significance of that fact infra in sec. Il11.C 3.b.1i

of this report.
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which it elected the |ink-chain nmethod (the el ection year) and
continuing thereafter, w thout exception, until the actions of
respondent that led to this litigation (together, and w thout
di sti ngui shi ng anong nenbers, the election and foll ow ng years).
The parties have stipulated that, for each of the election and
foll ow ng years, the accountant omtted a conputational step
required by section 1.472-8, Income Tax Regs., which addresses the
dol | ar-val ue nmethod of pricing LIFO inventories. Pursuant to his
met hod, the accountant first determned the itens in each dollar-
val ue pool at the end of each year. He then determ ned the
current-year cost of each pool and divided that current-year cost
by a cunul ative index to determ ne the base-year cost of the pool.
He conpared the base-year cost so determ ned to the base-year cost
of the pool as of the beginning of the year. Wen the end-of-the-
year base-year cost exceeded the begi nni ng-of-the-year base-year
cost, the accountant determ ned that there had been an increnent to
the pool, but he did not multiply the increnent by the cunul ative
index (he failed to “index” the increment) to determ ne a LIFO
value for the increnment (sonetinmes, the accountant’s error). He
assunmed the LIFO value of the increnent to be the difference
bet ween the end-of-the-year and begi nni ng-of -t he-year base-cost of
the pool. That assunption led himto conclude that the yearend
LI FO val ue of each pool was its value determ ned at base-year

costs.
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Under the accountant’s nethod, for years in which he
determ ned that there had been an increnent to an inventory pool,
his failure to index the increnent resulted in his understating the
yearend LI FO val ue of the pool (assum ng that the cunul ative i ndex,
expressed as a percent, was greater than 100%, which, in turn,
resulted in (1) an unwarranted increase in his conputation of the
cost of the goods sold fromthe pool, (2) an understatenent of the
gross incone attributable to those sales, and (3) an overstat enent
of the LIFO reserve attributable to the pool.* For years in which
he determ ned that an inventory pool had been Iiquidated in whole
or in part, his past failures to have indexed any increnents
remai ning in the pool at the beginning of the year resulted in his
conputing too low a cost of goods sold fromthe pool, which, in
turn, resulted in an overstatenment of the gross incone attributable
to those sales. The accountant’s error did not result in the
per manent om ssion of any anmount of gross incone by any nenber.

The distortion resulting fromthe accountant’s error can be
seen in the followng exanple: T, a nerchant, elects to conpute
her LIFO inventory using a dollar-value nethod and begi ns her first
year under the dollar-value nmethod (year 1) with 100 units of an

inventoriable itemw th a base-year cost of $1.00 a unit. Later

11 The yearend LI FO val ue of the pool was understated
because, even under the LIFO nethod, inventory cannot be carried
at a cost |lower than the actual cost of purchasing the inventory.
Cf. Fox Chevrolet, Inc. v. Conm ssioner, 76 T.C. 708, 732 n.15
(1981).
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that year, after the wholesale price of the itemhas increased to
$2.00 a unit, T purchases 100 units nore. Unfortunately, T makes
no sales during that year. Applying the accountant’s nethod,
neverthel ess, T conputes a cost of goods sold of $100. She reaches
that result by determ ning the value of her ending inventory (200
units, conprising an opening inventory of 100 units plus an

i ncrenent of 100 units), at base-year unit cost ($1.00) to be $200
(200 x $1.00). Since the base-year cost of her opening inventory
of 100 units is $100, and she purchased 100 units during the year
for $200, her cost of goods available for sale is $300, which,
after subtracting the value determ ned for her yearend inventory
($200), results in a cost of goods sold (and a | oss) of $100.
Assune further that, in the next year (year 2), T decides to

' iquidate her inventory (200 units) and retire. She sells her
inventory in bulk for $300. Her cost of goods sold is her year 2
openi ng inventory of $200, which results in T realizing a year 2
gain of $100. O course, T realizes neither a loss in year 1 nor a
net gain in year 2. T s failure to index the 100 unit i ncrenent
included in her year 1 ending inventory distorts her inconme for
both years 1 and 2.'2 The distortion is only matter of tinng,
however, since the understatenent of inconme in year 1 is rectified

by the overstatenent of inconme in year 2. The follow ng table

2 For the 100 units purchased during year 1, the index
woul d be 200% reflecting the doubling during the year in the
unit cost of the inventoriable item



illustrates the distortions:

LI FO i nventory LI FO i nventory
undi storted di storted
Yr. 1 Yr. 2 Yr. 1 Yr. 2
1. Qpening inventory $100 $300 $100 $200
2. Plus: Purchases 200 _ 0 200 _ 0
3. Equal s: Cost of goods
avail abl e for sale 300 300 300 200
4. Less: dosing inventory 300 0 200 0
5. Equals: Cost of goods sold 0 300 100 200
6. Sales 0 300 0 300
7. Less: Cost of goods sold
(I'ine 5.) 0 300 100 200
8. Equals: Goss Incone
from sal es 0 0 (100) 100

It should be noted that, if T's failure to index the year 1
increnment were corrected as of the beginning of year 2 (increasing
her year 2 opening inventory to $300), wi thout any concom tant
increase in her year 1 ending inventory, then $100 of gross incone
woul d go unreported (T would have a phantom | oss of that anmount in
year 1 with no offsetting gain in year 2), unless an offsetting
section 481 adjustnment were made in year 2 to correct that apparent
wi ndf al | .

Respondent’s Exam nati on and Adj ustnents

— The Exam nation

Sonetinme after the nenbers of the Huffman group filed their
1999 Federal inconme tax returns, respondent comrenced an
exam nation of those and prior returns. Respondent identified

m st akes in the nenbers’ begi nning and endi ng i nventory val ues
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shown on those returns due to the accountant’s error. Respondent
reval ued the nmenbers’ inventories for the election and foll ow ng
years (beginning for Ni ssan and Vol kswagen with 1979 and for Dodge
and Chrysler wwth 1990 and ending for all four corporations with
1999). Those reval uations caused respondent to nake adjustnents to
the nmenbers’ gross incones for those years. For each inventory
pool, for each year, respondent proceeded as follows: He first
cal cul ated the correct yearend LIFO inventory value. Based on the
correct yearend LIFO inventory val ue, he next calculated the
correct yearend LIFO reserve. He then subtracted the correct
yearend LI FO reserve fromthe yearend LI FO reserve cal cul ated by
the accountant. The difference, generally a positive nunber (the
adj ustnent to ending inventory), is the anount that he cal cul ated
woul d have to be added to or subtracted from (generally added to)
the yearend LIFO i nventory val ue conputed by the accountant to
conformthat value with the correct yearend LIFO value. To
cal cul ate any necessary adjustnent to gross incone for the year,
respondent subtracted fromthe adjustnment to ending inventory the
simlarly cal cul ated adjustnent that he had nmade for the prior year
(except, of course, for the first year he comenced naking
adj ustnents). The difference was usually positive and woul d, thus,
i ncrease gross incone (by, in effect, decreasing the cost of goods

sold fromthe pool).
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The followng table illustrates respondent’s adjustnents with
respect to Nissan for 1997 through 1999 (all dollar figures in

t housands) :

1997 1998 1999

LIFO inventory value as corrected 31,829 $1, 848 $1,910
LI FO reserve as corrected (1,048) (1,032 (1, 009)
Less: LIFO reserve as reported (1,843 (1,844 (1,862)
Equal s: Adjustnent to ending

i nventory 795 812 853
Less: Adj. to beginning inventory 1441 795 812
Equal s: Yearly adjustnent to incone 354 17 41
Cumul ative Adjustnent to incone 795 812 854

1 Adjustnment to 1996 ending inventory.

Respondent’s adjustnment to ending inventory is a neasure of
the inproper net increase in cost of goods sold (and net reduction
in gross inconme) through the end of the year due to the
accountant’s error. It is, by definition, equal to the
accountant’s overstatenent of the LIFO reserve as of that yearend
(which overstatenent is a neasure of the gain in the inventory poo
t hat shoul d al ready have been recogni zed under the LIFO nethod).

I n appendi ces attached to his brief, respondent cal cul ates the
requi red adjustnment to inventory for each nenber of the Huffman
group for each year for which he recal cul ated the nenber’s
inventories and, additionally, describes the required adjustnent as
the “cumul ative adjustnent to incone” for the year.

Petitioners agree that respondent’s cal cul ations of the

begi nning and ending inventories of each nenber of the Huffman



group are correct.

— The Adj ustnents

Apparently because the expiration of the period of |imtations
on assessnent and collection of tax (see sec. 6501), respondent is
limted in the nunber of years open to adjustnment by him The
earliest year open to an adjustnent by respondent is 1998 for
Ni ssan, Dodge, and Chrysler, and it is 1997 for Vol kswagen. For
the earliest and each succeedi ng year of a nenber open to
adj ustment by him respondent increased or, in tw cases, decreased
the taxable inconme of the nenber to reflect respondent’s
recal cul ation of the nmenber’s beginning and ending inventories for
the year. The anmounts of the adjustnents in taxable incone
resulting fromthose recal cul ati ons, and the taxable years to which

t hey correspond, are as foll ows:

Menmber 1997 1998 1999
Ni ssan --- $17, 251 $41, 273
Vol kswagen $49, 056 35, 484 575, 137
Dodge --- (37,752) 256, 315
Chrysl er --- 76, 402 (88, 687)

Petitioners do not contest those portions of the deficiencies that
result fromthose adjustnents.

In addition, for the earliest year of each nenber open to
adj ust nent by respondent (the first year in issue), respondent made
an additional adjustnment under section 481. That adjustnent
i ncreased the taxable inconme of the nenber for that year to reflect

the cumul ati ve adjustnments to incone reveal ed by respondent’s
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recal cul ations for all years of the nenber’s up until that year

Those adjustnents (the section 481 adjustnents) are as foll ows:

Menber 1997 1998
Ni ssan --- $794, 993
Vol kswagen $273, 115 ---
Dodge --- 348, 762
Chrysler --- 337, 423

The parties vigorously dispute whether the section 481
adj ustments (curul atively, $1,709,293) are permissible, and it is
that question that is the primary issue before us.

Change in Method of Accounti ng

No nmenber of the Huffrman group requested respondent’s
perm ssion to change its nethod of accounting.

Di scussi on

| nt roducti on

The parties are in agreenent that, in conputing the LIFO
val ues of the Huf fman group’s yearend inventories, the accountant
enpl oyed by the group omtted a conputational step required by
section 1.472-8, Incone Tax Regs. (addressing the dollar-val ue
met hod of pricing LIFO inventories). The consequence of the
accountant’s error was that, generally, he understated the LIFO
val ue of those inventories (which, generally, resulted in an under-
reporting of inconme fromsales). Respondent corrected the
accountant’s error, and petitioners accept respondent’s adjustnents
to the inventories of the nenbers of the Huffman group for all of

the years in issue. Petitioners do not accept, however,
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respondent’s determi nation that, in maki ng those adjustnments for
the first year in issue of each nenber, he was inplenenting a
change that he had made in the nmenbers’ methods of accounti ng,
whi ch necessitated his nmaking additional adjustnments for those
years pursuant to section 481(a). Petitioners argue that
respondent’s adjustnents were nerely the result of his correction
of a mathematical error made by the accountant. They point out
that, pursuant to section 1.446-1(e)(2)(ii)(b), Incone Tax Regs.,?®®
the correction of a mathematical error is explicitly excluded from
constituting a change in nethod of accounting. Because, they
argue, there was no change in any nenber’s nethod of accounting, no
section 481 adjustnents were warranted. They concede, however,
that if section 481 adjustnents were warranted, respondent has
correctly conputed those adjustnents. Qur sole task is to
determ ne whether the section 481 adjustnents were warranted, which
requires us to determ ne whether, in revaluing the nenbers’
inventories, respondent corrected a mathematical error or changed
the nmenbers’ nethods of accounting for those inventories.

Bef ore addressing that question, we shall discuss the rel evant

provi sions of sections 446 and 481.

¥ |nciting sec. 1.446-1(e)(2)(ii)(a) and (b), Incone Tax
Regs., we refer to that section as in effect before its revision
by T.D. 9105, 2001-4 C. B. 419, 423, which replaced nuch of the
content of that section wth the substantially simlar content of
sec. 1.446-1T(e)(2)(ii)(a) and (b), Tenporary Incone Tax Regs.,
69 Fed. Reg. 42 (Jan. 2, 2004).



1. Sections 446 and 481

A. Secti on 446

Section 446 prescribes certain rules with respect to nethods
of accounting: A taxpayer conputes its taxable incone in
accordance with its method of accounting, see sec. 446(a), and has
sone discretion in choosing a perm ssible nmethod of accounting, see
sec. 446(c). Nevertheless, no nethod of accounting is acceptable
unl ess, in the opinion of the Comm ssioner, it clearly reflects
incone. Sec. 1.446-1(a)(2), Incone Tax Regs.; see sec. 446(b).
The regul ations interpret the term“nmethod of accounting” to
i nclude not only the taxpayer’'s overall nethod of accounting but
al so the taxpayer’s accounting treatnent of “any item” Sec.
1.446-1(a)(1), Income Tax Regs. 1In general, a taxpayer wshing to
change its nmethod of accounting nust obtain the prior approval of
t he Comm ssioner. See sec. 446(e); sec. 1.446-1(e)(2)(i), Incone
Tax Regs. The regul ations give guidance, but no conprehensive
definition, as to what constitutes a change in nethod of
accounting. The regulations provide a rule of inclusion:

A change in the nmethod of accounting includes a change in

the overall plan of accounting for gross inconme or

deductions or a change in the treatnent of any materi al

itemused in such overall plan. Although a nmethod of

accounting may exist under this definition wthout the
necessity of a pattern of consistent treatnment of an

item in nost instances a nmethod of accounting is not

established for an itemw t hout such consi stent

treatment. A material itemis any item which involves

the proper tinme for the inclusion of the itemin incone

or the taking of a deduction. Changes in nethod
of accounting include * * * a change invol ving the nethod
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or basis used in the valuation of inventories * * *

Sec. 1.446-1(e)(2)(ii)(a), Incone Tax Regs. The regulations also

provide certain rules of exclusion; e.g.,

A change in nmethod of accounting does not include
correction of mathematical or posting errors, or errors
in the conputation of tax liability (such as errors in
conputation of the foreign tax credit, net operating

| oss, percentage depletion or investnent credit). Also,
a change in nethod of accounting does not include

adj ustnmrent of an item of inconme or deduction which does
not involve the proper tine for the inclusion of the item
of income or the taking of a deduction. For exanple,
corrections of itens that are deducted as interest or

sal ary, but which are in fact paynents of dividends, and
of itens that are deducted as busi ness expenses, but
which are in fact personal expenses, are not changes in
met hod of accounting. * * *

Sec. 1.446-1(e)(2)(ii)(b), I'ncone Tax Regs. The regul ations give
no gui dance as to the neaning of the term “mathenatical error”

B. Section 481

The distinction between a change in nmethod of accounting and
the correction of a mathematical error is especially significant
because of section 481. “Section 481 prescribes the rules to be
foll owed in computing taxable inconme in cases where the taxable
i ncone of the taxpayer is conputed under a nethod of accounting
different fromthat under which the taxable inconme was previously
conputed.” Sec. 1.481-1(a)(1l), Inconme Tax Regs. For purposes of
section 481, a change in nethod of accounting includes a change in
t he taxpayer’s overall nethod of accounting or a change in the
taxpayer’s treatnment of a material item See id. Section 481(a)

specifies that, in conputing the taxpayer’s incone for the taxable
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year of the change in nmethod of accounting (year of change), there
shal |l be taken into account those adjustnents that are determ ned
to be necessary solely by reason of the change in order to prevent
amounts from being duplicated or omtted.

[, Di scussi on

A. | nt r oducti on

A notable feature of section 481 is that the adjustnents
called for by the section may be nmade notw t hstanding that the
period of limtations on assessnent and collection of tax may have
cl osed on the years (closed years) in which the events giving rise

to the need for an adjustment occurred. See Superior Coach of

Fla., Inc. v. Comm ssioner, 80 T.C 895, 912 (1983). Wile section

14 Sec. 481(a) provides:

SEC. 481. ADJUSTMENTS REQUI RED BY CHANGES | N METHOD OF
ACCOUNTI NG,

(a) General Rule.--1n conmputing the taxpayer's
taxabl e inconme for any taxable year (referred to in
this section as the "year of the change")--

(1) if such conputation is under a method of
accounting different fromthe nmethod under which
t he taxpayer's taxable income for the preceding
t axabl e year was conputed, then

(2) there shall be taken into account those
adj ustments which are determ ned to be necessary
solely by reason of the change in order to prevent
anounts from being duplicated or omtted, except
there shall not be taken into account any
adjustnment in respect of any taxable year to which
this section does not apply unless the adjustnment
is attributable to a change in the nmethod of
accounting initiated by the taxpayer.
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481 may not necessarily conflict with the statute of limtations
found in section 6501, see id., it does place a prem um on
di stingui shing between the correction of errors (whichis limted
to open years) and a change in a nmethod of accounting (which
inplicates section 481). Here, a determnation that the
accountant’s error was a mathematical error would work in
petitioners’ favor. That is because, whether the adjustnents
accepted by petitioners result fromthe correction of mathemati cal
errors or from accounting nethod changes, the adjustnents result in
a decrease in each nenber’s LIFO reserves as of the begi nning of
the nmenber’s first year in issue, wthout any concomtant
recognition of gain. If the adjustnments result fromthe correction
of mathematical errors, then the unrealized gains elimnated by the
decreases in reserves sinply escape taxation. On the other hand,
if those decreases in LIFO reserves result fromchanges in the
menber s’ net hods of accounting, then respondent’s section 481
adjustnments will capture the unrealized gain elimnated by the
decreases in reserves.

To di stingui sh between error correction and an accounti ng
nmet hod change, we nust exam ne both the pertinent Treasury
regul ati on and casel aw.

B. Section 1.446-1(e)(2), Incone Tax Regs.

Section 1.446-1(a), Income Tax Regs., gives content to the

term“nmethod of accounting”; section 1.446-1(e)(2), |ncone Tax
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Regs., gives guidance as to what constitutes a change in a nethod
of accounting, and section 1.446-1(e)(2)(ii)(a), Income Tax Regs.,
provi des that a change involving the nmethod or basis used in the
val uation of inventories is a change in nmethod of accounting. That
final provision is suggestive that respondent’s adjustnents,
correcting the accountant’s consistent failure to value properly
the nenbers’ closing inventories, constitute changes in the
menbers’ methods of accounting. That suggestion is reinforced by
other provisions in section 1.446-1(e)(2)(ii), Income Tax Regs.,
whi ch give consistency and timng considerations an inportant, if
not determnative, role to play in determ ning whether an

adj ust nent constitutes a change in nethod of accounting.

As we described supra in giving the background of this case,
the accountant erred in applying the link-chain nethod, he did so
consistently for each nenber, beginning in the year the nenber
el ected the |ink-chain nethod and endi ng only when respondent found
the error, the error resulted in inconme being under-reported for
sone (nost) years and over-reported for other years, and, if not
corrected, the error would not result in the permanent om ssion of
i ncone by the taxpayers. The accountant’s error was an error in
allocating the cost of goods available for sale during a year
between the itens sold during the year and the itens on hand at the
end of the year. Generally, under a system of inventory

accounting, the value assigned to the itens on hand at the end of
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one year establishes the value of the itens on hand at the

begi nning of the next year. Consequently, the accountant’s error
woul d, if applied consistently (as, in fact, it was), self correct,
at least in the sense that, if the error were continued over the
life of any inventory pool, the total gain reported on account of
the sale of itens in the pool would be correct. See, e.g., Wayne

Bolt & Nut Co. v. Comm ssioner, 93 T.C 500, 509 (1989) (simlar

conclusion with respect to the incone reported through the period
in which ending inventory is correctly valued). The accountant’s
error was, thus, an error in timng. Because it was an error in
the proper tinme for reporting an itemof income (gain fromsales),
the accountant’s nethod was a material itemin each nenber’s
overall plan of accounting. See sec. 1.446-1(e)(2)(ii)(a), Incone
Tax Regs. On that ground al one, respondent’s change to that nethod
woul d appear to be a change in a nethod of accounting, as that
expression is used in section 1.446-1(e)(2)(ii)(a), Incone Tax
Regs. By consistently repeating the same error, the accountant
established a pattern, which (although not determ native of) is

i ndi cative of a nethod of accounting. 1d.

Nevert hel ess, section 1.446-1(e)(2)(ii)(b), Inconme Tax Regs.,
provi des that a change in nethod of accounting does not include
correction of mathematical or posting errors, and petitioners argue
that, in correcting the accountant’s error, respondent did no nore

than correct a mathematical or posting error. W have interpreted
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the term “posting error” to be an error in “‘the act of

transferring an original entry to a |l edger’”. Wayne Bolt & Nut

Co., v. Conm ssioner, supra at 510-511 (quoting Bl ack’s Law

Dictionary 1050 (5th ed. 1979)). That does not describe the
accountant’s error, and we conclude that the accountant made no
posting error. The term “mathematical error” is not, as stated,
defined in the regul ation, nor have we or any other court defined
it for purposes of section 1.446-1(e)(2)(ii)(b), Income Tax Regs.
The term does, however, appear in the Internal Revenue Code,
principally in section 6213(b), which allows the unrestricted
assessnment and collection of tax arising out of mathematical or
clerical errors. For purposes of section 6213, the term

“mat hematical or clerical error” is defined by section 6213(Q)(2).
As pertinent to this case, the definition is “an error in addition,
subtraction, nmultiplication, or division”. Sec. 6213(g)(2)(A).
Mor eover, before Congress provided the specific definition of the
term “mat hematical or clerical error” found in section 6213(g),
Courts generally had limted the scope of the term “nat hemati cal
error” for purposes of section 6213(b) and its predecessors to

errors in arithnmetic. E. g., Farley v. Scanlon, 13 AFTR 2d 932,

933, 64-1 USTC par. 9371 (E.D. N. Y. 1964) (mathematical error

“means an error in conputing the tax on what the return itself

concedes to be incone”); Repetti v. Jam son, 131 F. Supp. 626, 628

(N.D. Cal. 1955) (“the term* * * was neant to refer to errors in
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arithmetic. This opinion is based primarily on the common neani ng
given to the phrase ‘mathematical error,””). W have no reason to
believe that the drafters of section 1.446-1(e)(2)(ii)(b), Incone
Tax Regs., intended the term “mathematical error” to have any
meani ng beyond its common neani ng, and petitioners have failed to
show us that the termhas a comon neaning different fromthe
common neaning found by the District Court in Repetti; i.e., an
error in arithnmetic. That definition conports with the scope of
the term“posting error”, with which the term “nmathematical error”
is associated in the regul ations, and we conclude that the term
“mat hematical error”, as used in section 1.446-1(e)(2)(ii)(b),
I ncone Tax Regs., describes an error in arithnetic; i.e., an error
in addition, subtraction, multiplication, or division.

The accountant did not nmake a mathematical error because he
did not make an error in arithnetic. He neither divided when he
shoul d have nultiplied nor multiplied 2 x 2 and found the product
to be 5. The accountant erred in that, after deflating the
current-year cost of each inventory pool to determ ne whether, at
base-year costs, there had been an increnent in the pool, and
finding an increnent, he failed to nultiply the increnent by the
cunmul ative index in order to determ ne the yearend LI FO val ue of
the pool. The accountant reached an erroneous result not because
he made a mstake in arithnmetic (multiplication) but because he

omtted the critical step of multiplication altogether. That kind
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of error no nore lends itself to being classified as an
arithmetical (mathematical) error than does the error of the baker
who, having intended to double the recipe for a cake he has baked,
finds that the cake has only risen half way because he failed to
doubl e the neasure of baking powder called for by the recipe.
Petitioners cannot avoid respondent’s section 481 adjustnment on the
ground that respondent changed no nethod of accounting because he
corrected only mat hemati cal or posting errors.

Nor can petitioners avail thenselves of the exceptions in
section 1.446-1(e)(2)(ii)(b), Inconme Tax Regs., specifying that an
accounti ng net hod change does not include the correction of errors
in the conputation of tax liability or adjustnents not involving
the proper time for inclusion of an itemof inconme or the taking of
a deducti on.

Al t hough section 1.446-1(e)(2)(ii), Income Tax Regs., appears
di spositive in respondent’s favor, our inquiry does not end there,
because courts addressing the issue of whether a change in nethod
of accounting has occurred have not uniformy given consistency and
timng considerations the weight given those considerations by the
regul ati ons.

C. Casel aw

1. | nt r oducti on

In considering the casel aw dealing with what constitutes a

change in nethod of accounting, we nust distinguish between cases
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deci ded before and after 1970. Before 1970, courts were nostly
left to their own devices to resolve whether an accounting
adjustnent rose to the level of a change in nmethod of accounting.
In 1970, paragraphs (e)(2) and (3) of section 1.446-1(e), |ncone
Tax Regs., were revised by Treasury Decision. See T.D. 7073, 1970-
2 C.B. 98 (the 1970 revision). Included in those revisions were
the followng: The addition of the | anguage found i n paragraph
(e)(2)(ii)(a) of section 1.446-1(e), Inconme Tax Regs., to the
effect that, although a pattern of consistent treatnment is not
necessary to establish a nethod of accounting for an item “in nost
i nstances a nethod of accounting is not established for an item
W t hout such consistent treatnent.” 1d. at 99. The term“materi al
itent (also found in paragraph (e)(2)(ii)(a)) which, before the
1970 revision, was unqualified, was redefined with the foll ow ng
qualification: “A material itemis any itemwhich involves the
proper time for the inclusion of the itemin incone or the taking
of a deduction.” 1d. The rules of exclusion, found in section
1.446-1(e)(2)(ii)(b), Income Tax Regs., that a change in nethod of
accounting includes neither mathematical or posting errors nor the
adj ustnment of any item of inconme or deduction which does not
involve the proper tinme for the inclusion of the itemof inconme or
the taking of a deduction, were added. Petitioners do not
chal l enge the validity of section 1.446-1(e)(2), Income Tax Regs.

(1970).
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2. Petitioners’ Argunent

Petitioners’ argument is as follows: “It has |ong been held
that where a taxpayer properly elects a particular accounting
met hod, the making by the taxpayer of an error in the use of that
accounting nmethod is an error. Thus, it logically follows that the
correction of that error is not a change of accounting nethod.”
Petitioners’ argunent rests on the prem se that a taxpayer does not
change its nethod of accounting by deviating fromit. |If the
prem se is sound, then the taxpayer does not change its nethod of
accounting by correcting that deviation, since before, during, and
after the deviation, the taxpayer used the sanme nethod of
accounti ng.

Petitioners can find sonme support for their prem se in cases
hol di ng that a taxpayer does not change its nmethod of accounting
when it does no nore than conformto a prior accounting election or
sone specific requirenent of the law. Many of the cases that
petitioners rely on, however, were deci ded before the 1970
revisions to section 1.446-1(e), Inconme Tax Regs., enphasi zing
consi stency and tim ng considerations. Petitioners refer us to

Thonpson-King-Tate, Inc. v. United States, 296 F.2d 290 (6th Cr

1961), in which the Court of Appeals held that the taxpayer had the
right to change its original reporting position and report incone
froma construction contract in the year the contract was finally

conpl eted and accept ed because the taxpayer had previously adopted
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that nmethod for reporting incone fromconstruction contracts. 1d.
at 294. The Court of Appeals enphasized that the taxpayer had “no
el ection” (i.e., choice) but to report the incone in the correct
year pursuant to the nethod of accounting it had adopted. 1d. at

294, 295, Petitioners also cite NNC. Granite Corp. V.

Commi ssioner, 43 T.C 149 (1964), and Underhill v. Comm ssioner, 45

T.C. 489 (1966). In the first case, we said that a taxpayer need
not obtain the Comm ssioner’s consent to change its nethod of
accounting “where the | aw specifically prescribes or proscribes a

met hod of accounting or conputation”. N C Ganite Corp. v.

Conmi ssi oner, supra at 168. In the second case, we held that no

timng question was presented (so, therefore, the consent of the
Comm ssioner to change a nethod of accounting was not required)
when, to conformto casel aw, the taxpayer changed its nethod of
recovering its basis in speculative installnment notes froma pro-
rata recovery nmethod to a nethod that allowed it to recover all of

its basis before it reported any gain. Underhill v. Conm ssioner,

supra at 496. Because those cases were deci ded before 1970 and do
not address the consistency and tim ng consi derations enphasized in
section 1.446-1(e)(2)(i1), Incone Tax Regs., their weight is
uncertain.

3. Post - 1970 Deci si ons

a. Prinb Pants Co. v. Conmmi ssioner

This Court has generally agreed with section 1.446-
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1(e)(2)(ii), Income Tax Regs., that consistency in matters of
timng defines a nethod of accounting.' For exanple, in Prino

Pants Co. v. Conm ssioner, 78 T.C. 705 (1982), the petitioner

arbitrarily valued its finished goods inventory at 50 percent of
selling price and its materials and work in process inventories at
50 percent of cost. The taxpayer contended that the Conm ssioner’s
adjustnents to those values, elimnating the unwarranted di scounts
(and making certain other changes), were not a “change in the
treatment of any material iteni. 1d. at 722. In nmaking that
assertion, the taxpayer argued that its discounting practices had
nothing to do with proper tinme for reporting incone. 1d. W
reached the opposite conclusion, based on our inquiry whether the

t axpayer’s discounting practices caused its lifetine incone to be
underreported or nerely shifted the time at which sone of that

i ncone was reported. [d. at 723. W concluded: “Because we are
here dealing with inventory, where one year’s closing inventory
becones the next year’s opening inventory, we are satisfied that
the present case involves only postponenent of inconme and therefore

involves a timng question.” 1d. Prinp Pants Co. has been

extensively cited, and we have applied a simlar analysis in other

cases to conclude that a change froma flawed nmet hod of determ ning

15 We have held that consistent treatnent of an itemis
shown by two or nore taxable years of application. Johnson v.
Conm ssioner, 108 T.C. 448, 494 (1997), affd. in part and revd.
in part 184 F.3d 786 (8th G r. 1999).
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inventory to a correct nethod involves only timng questions and,
t hus, constitutes a change in nethod of accounting. See, e.g.,

Superior Coach, Inc. v. Conm ssioner, 80 T.C. at 910; Wayne Bolt &

Nut Co. v. Conmissioner, 93 T.C. at 511

Because the accountant’s error in the instant case had
precisely the sane effect as did the taxpayer’s discounting

practices in Prinob Pants Co.--viz, it served nerely to alter the

distribution of a lifetinme incone anong taxabl e periods--that case
woul d seemto govern us here, requiring us to concl ude that

respondent’s adjustnments to the nmenbers’ inventories constituted a
change in the nenbers’ nethods of accounting. Petitioners attenpt

to distinguish Prino Pants Co. and the cases of the Court that

followit, but their reading of those cases is flawed. For
exanpl e, on brief, petitioners discount the rel evance of our

holding in Prinb Pants Co. because, they suggest: “No contention

was made that the underval ued inventory was the result of a

mat hematical error.” On the contrary, our report in Prinpo Pants

Co. states: “Petitioner characterizes the various adjustnents to
inventory as the nmere correction of its application of its |ower of

cost or market nethod of valuing inventory.” Prinp Pants Co. V.

Conmi ssioner, 78 T.C. at 714.

b. Cases Cited by Petitioners

i Korn Indus., Inc. v. United States

Petitioners rely heavily on Korn Indus., Inc. v. United
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States, 209 CG. d. 559, 532 F.2d 1352 (1976), to support their
position that respondent nerely corrected mathematical errors and

there were no accounting nmethod changes. |In Korn Indus., Inc. for

4 consecutive years, the taxpayer, a furniture manufacturer
deviated fromits | ong-established nethod of valuing inventories.
For those 4 years, the taxpayer inproperly omtted certain costs
fromthe value of its finished goods inventory, which caused a
correspondingly inproper addition to the cost of goods sold and,

t hus, an understatenent of gross inconme. On its tax return for the
fifth year, the taxpayer showed a correct beginning inventory,

whi ch included costs that had been omtted fromthe previous year’s
endi ng inventory. The taxpayer viewed its action as the correction
of an error and not a change in its nethod of accounti ng.

Therefore, it accepted the Comm ssioner’s adjustnents to its

begi nni ng and ending inventories for the 2 preceding years (for
which the period of limtations on assessnment and coll ection had
not run), but it objected to the Comm ssioner’s section 481

adj ustnent, which the Conmm ssioner made to account for the

di sparity between the taxpayer’s opening inventory for the second
preceding year and its ending inventory for the third preceding
year (which could not be adjusted since the period of |imtations
had run). If the taxpayer were right, that its method of
accounting had not changed, it would enjoy, in effect, a double

deduction, to the extent of the costs inproperly omtted from
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inventory in the first 2 years. The Court of C ains conceded that
t he taxpayer had not properly accounted for the omtted costs.
Nevertheless, it agreed with the taxpayer that, in revaluing its
fini shed goods inventory for the first open year, the Conm ssioner
had not changed its nmethod of accounting. I1d. at 1356. The court
reasoned that the taxpayer’s om ssions were “inadvertent”, and,

t hus, anal ogous to mathematical or posting errors, the correction

of which woul d not have anbunted to a change in nethod of

accounting. 1d.
Taxpayers on ot her occasions have brought Korn Indus., Inc. to
our attention. See, e.g., Superior Coach of Fla., Inc. v.

Comm ssioner, 80 T.C. at 912 (facts before us distinguishable from

those in Korn Indus., Inc.); Wayne Bolt & Nut Co. v. Conmi Ssioner,
supra at 511 (simlar). In Superior Coach, we noted that sone

comment ators had pointed out that the good-faith exception

seem ngly created by Korn Indus., Inc. appears to be w thout

statutory authorization. Superior Coach, Inc. v. Conm ssioner,

supra at 914 n.5. Indeed, assum ng that consistently nade
accounting errors are generally inadvertent (i.e., made in good
faith), an inadvertence-based exception to the general rule (that
the consistent treatnent of an item anounts to a nmethod of
accounting) would seemto swallow that general rule. W need not

resol ve that conundrum today, because, as in the past, the facts

before us are distinguishable fromthose in Korn Indus., Inc. v.
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United States, supra.® Unlike in Korn Indus., Inc., the

accountant’s error in failing properly to apply the link chain

met hod neither was an interruption in a history of proper
application of that nmethod nor was it restricted to only a portion
of the costs to be taken into account in valuing inventories. The

facts of Korn Indus., Inc. are distinguishable.

ii. Evans v. Commi ssi oner

Petitioners also refer us to Evans v. Conm ssioner, T.C. Mno.

1988-228. I n Evans, the question was whether individual taxpayers
on the cash nethod of accounting had established a different nethod
of accounting for enploynent-rel ated bonuses by, for 3 years,
reporting such bonuses in the year in which the bonuses were
authorized rather than in the year in which they were received.
The taxpayers argued that, for those 3 years, they had nerely

m sapplied the cash nethod and, therefore, no change in accounting
met hod was involved when, in the fourth and fifth years, they
changed their practice of reporting bonuses, fromthe year

aut hori zed to the year received, and reported the fourth year’s
bonuses in year five. W agreed, concluding that the taxpayers

never intended to adopt an accrual nmethod of accounting for bonuses

¥ Though adhering to the holding of its predecessor in
Korn Indus., Inc. v. United States, 209 CG. d. 559 (1976), see
Diebold, Inc. v. United States, 16 . C. 193, 204 n.9 (1989),
affd. 891 F.2d 1579 (Fed. G r. 1989), the U.S. Cains Court (now
the US Q. of Fed. Cains) has enphasi zed the prinmacy of
consistency and timng in establishing a nethod of accounti ng.
See Diebold, Inc. v. United States, supra.
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and their change in practice nerely corrected i nadvertent errors

anal ogous to posting errors. W cited Korn Indus., Inc. v. United

States, supra.

Evans v. Commi ssioner, supra, is a Menorandum Opi nion of this

Court, and nenorandum opi nions are not binding. See, e.g., Dunaway

v. Comm ssioner, 124 T.C. 80, 87 (2005). Moreover, the conclusion

we expressed in Evans, that the taxpayer nmerely m sapplied the cash
met hod, appears to contradict an exanple in the regul ations
interpreting section 481. Exanple (2), in section 1.446-
1(e)(3)(iii), Inconme Tax Regs., involves a taxpayer who
consistently reports its inconme and expenses on an accrual nethod
of accounting except for real estate taxes, which it reports on the
cash nethod of accounting. The exanple concludes that a change in
the treatnment of real estate taxes fromthe cash nethod of
accounting to an accrual nethod of accounting is a change in nethod
of accounting because the change is a change in the treatnent of a
material itemin the taxpayer’s overall accounting practice.
Finally, it is doubtful that intent plays a significant role in
determ ni ng whet her a taxpayer has adopted a nethod of accounting.

See Buyers Hone Warranty Co. v. Commi ssioner, T.C Meno. 1998-98;

see al so Johnson v. Conm ssioner, 108 T.C. 448, 494 (1997) (“If the

change affects the anobunt of taxable inconme for 2 or nore taxable
years without altering the taxpayer's lifetinme taxable incone, then

it is strictly a matter of timng and constitutes a change in
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met hod of accounting.”), affd. in part and revd. in part 184 F.3d
786 (8th Cr. 1999).

iii. Gnbel Brothers; Standard G|

Petitioners cite two additional cases for the proposition that
a taxpayer does not change its nethod of accounting when it
corrects a deviation froma previously el ected nethod of

accounting: Gnbel Bros., Inc. v. United States, 210 C&. d. 17,

535 F.2d 14 (1976) (use of accrual nethod in accounting for one of
five types of credit plans followng election that required

t axpayer to apply installment nethod to all plans was inpermssible
given that election, and retroactive application of installnent

net hod was nere correction of error);?' Standard G| Co. v.

Commi ssioner, 77 T.C 349 (1981) (election under section 1.612-4,

| ncone Tax Regs., to deduct intangible drilling and devel opnent
costs neant that taxpayer “[had] no choice” but to do so, and
reversal of capitalization of some such costs was not change in
met hod of accounting). Petitioners equate the elections by the
menbers of the Huffman Group to use the |ink-chain nmethod with the

el ections in those two cases, so that deviation and subsequent

7 G nbel Bros., Inc. v. United States, 210 C¢. d. 17,
535 F.2d 14 (1976), like Korn Indus., Inc. v. United States,
supra, was decided by the Court of Clains and is therefore not
bi ndi ng upon us. Further, the forner case anal yzes and applies
regul ations in effect before 1970. W neverthel ess include the
case in this discussion because it was decided foll ow ng the
i ssuance in 1970 of the regulations in effect for the instant
case.
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adherence do not anobunt to changes in any accounting nethod.
Respondent di stingui shes those cases by arguing that, though the
menbers duly elected the |ink-chain nmethod, because the nethod was
never properly applied, the Huffman Group never adopted the Iink-
chai n nmet hod.

We agree with respondent that the facts of G nbel Bros., Inc.

and Standard Q1 Co. are distinguishable fromthose now before us.

The parties have stipulated that, for each nenber, for the el ection
and follow ng years (i.e., for 10 or 20 years), the accountant
omtted a conputational step required by the regul ati ons governing
t he dol |l ar-val ue nethod of pricing LIFO inventories. W agree with
respondent that the nmenbers may, individually, have elected the

i nk-chain nmethod, but no nmenber adopted it until respondent nade
his corrections. That al one distinguishes the facts before us from

those in Gnbel Bros., Inc. and Standard Gl, Co., where the errors

were commtted in the context of a broader conpliance with the

t axpayer’s proper nethod of accounting. Mreover, although
stipulated by the parties, it is questionable whether all four of
the nmenbers actually elected to use the link-chain nmethod to val ue

their respective inventories.® Gnbel Bros., Inc. and Standard Q|

Co. are distinguished.

4. Di scussi on

There is an evident incongruity between section 1.446-

18 See supra note 10.
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1(e)(2)(ii), Income Tax Regs., which gives consistency and timng
considerations an inportant, if not determnative, role to play in
determ ning whether the treatnment of an itemconstitutes a nethod
of accounting, and the proposition, advanced by petitioners and
evi denced by a body of casel aw (including cases of this Court),
that a taxpayer does not change its nmethod of accounting when it
does no nore than conformto a prior accounting election or sone
specific requirement of the | aw

The notion that a taxpayer does not change its method of
accounting when it nerely conforns to a prescribed (but ignored)
met hod of accounting is contradicted by at | east one exanple in
section 1.446-1(e)(2)(i1)(c), Incone Tax Regs. Sec. 1.446-
1(e)(2)(ii)(c), Exanple (1), Incone Tax Regs., addresses a nerchant
(a jewel er) erroneously reporting income fromsales on the cash
met hod of accounting. As discussed supra under the heading “Use of

| nventories”, inventories and an accrual nethod of accounting are

requi red when the sale of nerchandise is an income-producing
factor. The exanple holds that a change fromthe cash nethod to
the accrual nmethod is a change in the nerchant’s overall plan of
accounting and thus is a change in nethod of accounting. Moreover,
the notion is also inconsistent wwth the nore recent view of the
courts that a taxpayer needs the Comm ssioner’s consent to change

froman erroneous to a correct nethod of accounting. See, e.g.,

Wayne Bolt & Nut Co. v. Conm ssioner, 93 T.C. at 511 (“A change in
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met hod of accounting occurs even when there is a change from an
incorrect to a correct nethod of accounting.”), and other cases

noted in Convergent Techs., Inc. v. Conm ssioner, T.C. Mnp. 1995-

320. There are also three exanples in section 1.446-
1(e)(2)(iii)(c), Inconme Tax Regs., holding that an inpermssible
met hod of accounting is a nethod of accounting a change from which
requi res the consent of the Comm ssioner: Exanples (6), (7), and
(8. We question whether there is vitality to the notion that a
t axpayer conformng to a required but theretofore ignored method of
accounti ng does not change its nethod of accounting by so
conf or m ng.

Consi der a taxpayer that elects a nethod of accounting and,
for sone tinme, adheres to the nethod (thereby adopting it). The
t axpayer then, for sone tine, deviates fromthe nethod before,
again, adhering to it. The notion that the taxpayer did not change
its method of accounting when it either, first, deviated fromthe
met hod or, thereafter, adhered to the nmethod is a notion that is
narrower than the previously described notion, and it is one we

have supported. See, e.g., Evans v. Conmm ssioner, T.C Meno. 1988-

228. We have not, however, been consistent in holding that a
t axpayer does not change its nethod of accounting when it does no
nore than adhere to a nmethod adopted pursuant to a prior accounting

el ection. See, e.g., Sunoco, Inc. & Subs. v. Comm ssioner, T.C

Menmo. 2004-29 (retroactive attenpt to change treatnent of certain
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m ni ng expenses woul d be change in nmethod of accounting, and not
mere correction of error, where taxpayer had know ngly and
consistently, albeit inproperly, capitalized and anorti zed expenses
t hat shoul d have been included in taxpayer’s cost of goods sold);

Handy Andy T.V. & Appliances, Inc. v. Conm ssioner, T.C. Meno.

1983- 713 (specifically finding that an inperm ssible change in
accrual nethodol ogy was a change in nmethod of accounting and that
reversion to original nethodol ogy was a second change in nethod of
accounting, warranting a section 481 adjustnent). Indeed, in First

Natl. Bank of Gainesville v. Comm ssioner, 88 T.C 1069 (1987), a

transferee liability case, the transferee argued that the
transferor’s alteration of a LIFO inventory valuation procedure
constituted the correction of an accounting error and not a change
in nmethod of accounting. W held that, although the alteration in
gquestion may have constituted the correction of an error, it also
constituted a change in nmethod of accounting pursuant to section
472(e). 1d. at 1085. W added: “Where the correction of an error
results in a change in accounting nethod, the requirenmnents of
section 446(e) are applicable.” 1d.

Qur inconsistency in holding that a taxpayer does not change
its method of accounting when it does no nore than conformto a
prior accounting election is not necessarily inconsistent with
section 1.446-1(e)(2)(ii1)(a), Inconme Tax Regs. That is because,

general ly, pursuant to section 1.446-1(e)(2)(ii)(a), Income Tax
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Regs., it is the consistent treatnent of an iteminvolving a
question of timng that establishes such treatnent as a net hod of
accounting. Therefore, a short-lived deviation froman already
establ i shed net hod of accounting need not be viewed as establishing
a new net hod of accounting.'® |f not so viewed, neither the
deviation from nor the subsequent adherence to, the nethod of
accounting would be a change in nethod of accounting. The
question, of course, is what is short-lived. The Conm ssioner’s
position is that consistency is established for purposes of section
1.446-1(e)(2)(ii)(a), Income Tax Regs., by the sanme treatnent of a
material itemin two or nore consecutively filed returns. Rev.
Proc. 2002-18, 2002-1 C. B. 678. W have said sonmething simlar.

Johnson v. Comm ssioner, supra at 494. W need not today determ ne

how long is short. Here, even if we were to assune that the
menbers el ected the |ink-chain nethod and adopted it, see supra pp.
46- 48, no nenber deviated fromthe |ink-chain nmethod for |ess than
10 years. That is not a short-lived deviation.

D. Concl usi on

W affirmthe conclusions that, tentatively, we reached supra
in section I11.B. of this report. The accountant erred in applying
the link-chain method. He did so consistently, and his error was

an error intimng. It was not, wthin the nmeaning of section

19 Nor in reaching that conclusion would a court have to
find that the taxpayer commtted a posting or mathematical error.
See sec. 1.446-1(e)(2)(ii)(b), Incone Tax Regs.
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1.446-1(e)(2)(ii)(b), Inconme Tax Regs., either a mathenmatical or
posting error.? \Wiile, in sone circunstances, a taxpayer deviating
fromits previously established nethod of accounting may again
adhere to its established nmethod before the deviation has tinme to
harden into a nethod of its own, the accountant’s consistent error
for no less than 10 years rules out that possibility. The
accountant’s nmethod was, therefore, a material itemin each
menber’s overall plan of accounting. Respondent’s change to the
accountant’s nethod (a material iten) was, thus, a change in nethod
of accounting.

| V. Concl usi on

For the first year in issue of each nenber, respondent’s
reval uation of the nmenber’s inventory constituted a change in the
menber’ s nethod of accounting. Therefore, respondent’s section
481(a) adjustnents are perm ssible. Each petitioner owni ng shares
of stock in any nenber of the Huffman group nmust take into account
his or her share of the section 481 adjustnents. W need deci de no

ot her i ssue.

20 |t is worth nentioning that the use of price indexes in
applying the dollar-value nethod is a matter to which Congress in
sec. 472(f) and the Secretary of the Treasury in his regul ations,
see, e.g., sec. 1.472-8(e)(3), and revenue procedures have
devoted attention. Anong the latter are Rev. Proc. 97-36, 1997-2
C.B. 450, and Rev. Proc. 97-37, 1997-2 C.B. 455 The first of
t hose revenue procedures describes the adoption of the
“Alternative LIFO Method” (a dollar-value Iink-chain nmethod for
retailers of autos and light-duty trucks) as a change in nethod
of accounting. The second |ikew se describes the inventory
price index conputation (IPIC) nethod.



To reflect the foregoing,

Decisions will be entered

for respondent.

[Reporter’s Note: This opinion was amended by order on Sept. 25, 2006.]



